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This is an appeal from an order of Hon. Will 
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Conner, U.S.D.J., dated and filed April 3, 1975, which dis- 
missed the amended complaint on the ground of res judicata 
pursuant to Rule 41(a)(1), Fed. R. Civ. P., the so-called 
rule. #* 

On May 27, 1975, plaintiff-appellant, Poloron 
Products, Inc. ("Poloron"), assigned its claim against defendc- 
ant-appellee to Dynamark Corporation ("Dynamark"), as is more 


fully described below. Thereafter, defendant-appellee moved 


to substitute it as the plaintiff-appellant. On the return 


Q. 
i) 
ct 
a) 
fe) 
KF 
a 
O 
n 
© 
3 


Otions, the Court declined to decide either of 
them. Instead, the parties were directed to discuss the issues 


raised sy the tions in the appeal briefs. 


Judge Conner also dismissed the counterclaims and third- 
party claims interposed by defendant-appellant without 
prejudice, finding that they lacked an independent basis 
for federal jurisdiction. This appeal does not concern 
these claims. 


STATEMEN 


This case requires an interpretation of Rule 41(a)(1), 


which is printed in the margin, in relevant part 
nust determine whether the assignment 
by Poloron to Dynamark renders thi 


Dynamark's motion to be substituted 


Does the “two dismissal" 
41(a)(1), Fed. Civ. P., act to extinguish 
missal was by stipulation signed by 
the second dismissal was by unilateral notice by the plaintiff 


pursuant to Rule 41(a)(1)(i)? 


The relevant por.ions of Rule 41(a)(1) provide as follows: 
"(a) Voluntary Dismissal: Effect Thereof. 


(1) By Plaintiff; by Stipulation. 

. - « [AJn action may be dismissed by the plain- 
tiff without order of court (i) by filing a notice 
of dismissal at any time before service by the ad- 
verse party of an answer or of a motion for Summary 
judgment, whichever first occurs, or (ii) by filing 
a stipulation of dismissal signed by all parties 
who have appeared in the action. Unless otherwise 
stated in tne notice of dismissal or stipu! ation, 
the dismissal is without prejudice, except that a 
notice of dismissal operates as an adjudication 
upon the merits when filed by a plaintiff who has 
once dismissed in any court of the United States or 
of any state an action based on or including the 
same claim." 


wattlies 


2. Does the “two dismissal" rule contained in Rule 
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against defendant-appellee invalid as being champertous, there- 


by rendering this apreal moot as a result of a release given to 
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defendant-—appe 


Manufacturing Corporation ("LMC"), which manufactured lawn 
mowers. At that time, they entered into an agreement with 
Poloron to sell their stock in LMC, which represented complete 
control of the corporation, to Poloron. In exchange for their 
company, they received a modest sum of cash, consisting of $11,200. 


In addition, Poloron assumed personal guarantees of the Levitts, and 


The facts upon which the amended complaint are based 

are in dispute. Since the lower court dismissed the complaint 
without reaching any of the substantive issues, plaintiff's 
version cf the facts is adopted for purposes of this statement. 


paid an outstanding loan of $109,000 on which Samuel Levitt 


was personally liable. It was further agree 


fu 


that the Levitts 
were to be compensated by receiving Poloron stock over the next 
several years in an amount to be valued as a percentage of 
corporate earnings. [156, 197-98, 218-19 A] # 

At the request of all parties to the transaction, 
the accounting firm now known as Coopers & Lybrand ("Lybran 
which had maintained the corporate books of LMC for several months 


was also retained to conduct an audit of LMC's books and re 
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It was agreed, as Lybrand well knew, that the parties would rely 
upon the certified figures contained in the balance sheet prepared 
by Lybrand, and they so relied.[199, 202, 219-20 A] 

It is important to note that LMS was a big business 
handling many accounts, and with very complicated and involved 
accounting procedures. As in many bis businesses, the principals 
relied upon their accountants to advise them as to all aspects of 
the financial operations of their company, including assets and lia- 
bilities. These figures can vary greatly in a brief period of 
time in any large business. The Levitts relied upon the ac- 


countants, Lybrand, to provide them with an accurate statement of 


the financial circumstances of their company at the time of the 


* References are to the Joint Appendix. 
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at the time that the audit was inaccurate, they gave Poloron 
their personal guarantees of the balance sheet prepared ry 
hre ( scK fC 140 5 2 ano 4 
Lybrand. [156-57, 165, 193-202 aA] 
After the sale, LMC's name ‘Ss changed to Poloron 


Products of Indiana, Inc. ("Poloron-Indiana"). Following the 
ction, an audit of Poloron-Indiana 


was conducted by the accounting firm of Touche, Ross, Bailey 


& Smart. That audit revealed that the Lybrand balance sheet 

aT 7 74) c . ~ —_ - ‘ on ae Tye = or ~ 
contained subste tial errors, which overvalued LM by $220,900. 
m 


to compensate itself, Poloron-Indiana thereupon withheld approxi- 
mately $220,000 in sales commissions which were otherwise due to 
Dynamark. (157-58, 167-68, 204-05 A] 

In May 1970, Dynamark brought an action against 
Poloron-Indiana in the United States District Court for the 
Northern District of Indiana seeking recovery cf the commissions, 
claiming they had been wrongfully withheld. Thereafter, however, 
it became evident that the real culprit was Lybrand, since 
whatever losses anyone had sustained were the result of the 
reliance placed on Lybrand's grossly insufficient audit. 


Accordingly, in September 1970, Dynamark obtained an order per- 


mitting the amendment of its complaint to include Lybrand as a 


defendant. Upon the motion of Poloron-Indiana, that action 
was transferred to the United States Dis 
Southern District of New York. Thereafter, Judge Charles M 
Metzner granted Dynamark's motion to amend the complaint to 


add the parent corporation, Poloron, as a defendant. [ 


Poloron-Indiana and Dynamark entered into a settlement agreement. 
It had become clear that none of them or their principals should 
be held liable for the losses which had been sustained as a 
result of the deficient financial statements prepared by Lybrand, 
upon which everyone nad relied. They agreed that the lawsuit 


would be terminated and that their respective rights would 


assigned to a single party, Poloron, which would pursue 
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action against the only real wrongdoer, Lybrand. The settlement 
agreement provided that seventy-five percent of any ultimate 
recovery against Lybrand would belong to Dynamark, the party which 
had borne most of the losses by virtue of not having been paid 
certain commissions as a result of the offset claimed by 
Poloron-Indiana. Moreover, the parties agreed that upon the 
demand of Dynamark, and certain other conditions being met, 
Poloron would assign the entire claim to Dynamark. A stipulation 


of discontinuance, without prejudice, was signed by all parties 
> bs J 


to the first action, including Lybrand, in June 1970. 
‘ , = ‘ Pa alee — , 
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Thereafter, pursuant to the settlement agreement, 


complaint against Lybrand in the United States District Court 
for the Northern District of Illinois, Dynamark's principa? 
place of business. [160 A] In January 1972, shortly 
after the action was filed, the United State Court of Appe S 


changed existing law in the Seventh Circuit concerning the 
Statute of limitations for actions brourcht under Section 10(b) 

of the Securities Exchange Act of 1934, the section upon which 
the complaint was based. Prior to that decision, the Seventh 
Circuit had applied the five-year [llinois statute of limitations 


governing fraud actions to claims arising under Section 10(b). 
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In Parrent, however, the Court decided, for the first time 
that the applicable statute of limitations was the three-year 


Illinois securities law statute. 


Upon learning of this decision, which would have 
terminated the plaintiff's right against Lybrand in the Seventh 


Circuit, Poloron filed a notice of dismissal of the action 


a 


under Rule 41(a)(1)(1i), Fed. R. (’v. P., which permits such 
voluntary dismissal, without prejudice, before the filing of 
a responsive pleading. Thereafter, Poloron commenced an uc- 


tion against Lybrand based upon the same claims in the United 
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Lybrand answered the amended complaint in that action and made 
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a motion, inter alia, to dismiss the amended complaint pursuant 


to the "two dismissal" rule of Rule 41(a)(1) 
(161, 184 A] That motion was granted. 
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BY THE DISTRICT COURT 


EVENTS SUBSEQUENT TO THE DECISIO} 


In April 1975, Poloron's general counsel and Lybrand's 
counsel entered into a settlement agreement on behalf of their 
clients [247-49A] ]. On May 27, 1975, Poloron. delivered its 
assignment of all claims against Lybrand to Dynamark 
which assignment hid been specifically excepted from the Poloron- 


Lybrand settlement, the preamble reading as follows: 


assign to Dynamark ete tes ali right 
which Poloron may have to appeal from the 
April 3, 1975 order of dismissal, together 
with any and all right to further pursue 
its claim for damages as set forth in the 
Amended Complaint." 


"You have informed us that Poloron may 
7 
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ss the complaint under 
ter alia, that it was 
> 


* Initially. Lybrand moved to dismi 
Rule 11, Fed.R.Civ. P., claiming, in 


sham and false. After that motion and Lybrand's motion for 
reargument were denied, Lybrand answered and filed counter- 
claims and chird-party laims again che Levitts, Dynamark, 
their attorney George Feiwell, and Poloron-Indiana. In these 


pleadings, Lybrand sought damages for alleged malicious 
prosecution. A series of motion followed in which each party 
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Simi tar ou with +hea jelj Tar of he release hv 
a mune agesilvery Sc resease y 
Poloron to Lybrand, Howard L. Weinrich, Esq., a member of 
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Poloron's general counsel, delivered a letter to Lybrand's 


counsel which states, in relevant 


"Confirming our earlier understanding 
with respect to the agreement, you have 
acknowledged that in the event of an as- 
signment of Poloron's claim to Dynamar! 
as contemplated under the agreement, there 
may not be sufficient time prior to the 
time in which an appeal by plaintiff may 
be noticed in which to obtain a substitu- 
tion of parti - Accordingly, you have 
recognized that it may be necessary in the 
case of such an assignment for Dynamark to 
pursue the appeal in Poloron's name. If 
Sucn be the case, however, Poloron will use 
its best efforts to promptly obtain a sub- 
pik easy nM of parties substituting Dynamark 
as plaintiff for Poloron."” [252 A] 


* footnote continued -- 


sought the dismissal of the other's claims. In Judge Connor's 
narrow ruling, he reached few of the issu:s. He dismissed the 
complaint under Rule 41 and did not consider any other ground 
by Lybrand for its dismissal. He then found no independent bas 
for federal jurisdiction over Lybrand's counterclaims and cross- 

claims and dismissed them without considering any basis asserted for 


their dismissal. fe did, however, deny Lybrand's claim for attorney's 
fees, holding chet“Labrend nas not tnt teal shown that Poloron's 
behavior was vexatious or in bad faith." [239 A] 
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The District Court ranted Lybrand i t jis- 
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miss pursuant to the two dismiss: 1" rule In reaching i 


determination, the District Court held that the lismissal t 
Stipniation of the parties without prejud » followed by 
dismissal by notice of the plaintiff, oper 3 ur ~ 
cation on the merits. In addition, the District irt i 


that although Dynamark was the plaintiif in the Indiana-—Ne 
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York lawsuit, and Poloron was 


lawsuit, Dynamark was the real party in interest in bot 
lawsuits and in the present action, by virtue of ; right t 


a seventy five percent share in any recovery agairst Lybra: 


c y LCvUuYQ a ~P aL mwYWL oS A 
Thus, the Court concluded that Poloron was a plaintiff whi 
had twice di missed and that therefore the claim was exting- 


uished by operation of Rule 41(a}(1). 
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THE STIPULATION OF DISCONTIN 
WAS NOT A FIRST DISMISSAL 
THE “TWO DISMISSAL" RULE 
A Sh IER 
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The first dismissal occurred by stipulatior signe 
by all parties. Voluntary dismissal by the plaintiff alone 


would have been impossible since Lybrand had filed an answe: 
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of the Federal Rules of Civil Pr 
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observation as follows: 
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dismissal by the 
therefore, 2 
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Moore's analysis. Attempti 
Court concluded 
that the rule literally app 
[235 A] 

Professor Moore's 
policy embodied by Rule 41( 
tion of a multiplicity of 
Which are withdrawn by the 
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the present circumstances." 


unilateral action of the plaintiff 
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by the plaintiff and dismissal by stipulation of the parties 


are "Separate and distinct 


methods of voluntarily dismissi 


& the defendant. See, Smith, Kline, 
H. Robins Co., 61 F.R.D. 24, 30 
1 recognized tnat dismissal by notice 
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Judge observed in Cornell v. C 

oy. ao Fs Buon. 979; 932 (SDB. 1985), 

LS? ted cir... 194%): 

shes between 

iS and dismissals 
"two ai ssal" rule could not be clearer 

a notice of dismissal has ares judicata ef- 

d by a plaintiff who has once dismissed... ." 
ied] Obviously, the dismissal of the first 

a dismissal by the plaintiff, but by all of 

n failing to rec the distinction embodied 


istrict Court's comment that "[t]he rule makes 


as to how the prior dismiss 
was responsible for it," [234 a] 
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